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EDITOR'S NOTES 


Your editor takes pleasure in announcing the completion of the staff for Tech- 
nical Notes. The committee is national in scope which should help make Technical 
Notes a product of our entire membership. The committee is ready and willing to 
accept material for publication, questions for the question box, or any other comments 
or inquiries of interest to the readers-of our publication. 

For your convenience, we are publishing the names and addresses of the 
Technical Notes Committee: 


Alvin H. Weiss, Chairman L. J. Moser 
Harnischfeger Corporation Brown & Bigelow 
Milwaukee 46, Wisconsin St. Paul 4, Minx. 
C. C. Deardorff Richard Yount 
James Lees & Sons Co. A. D. Juilliard & Ca., Inc. 
Bridgeport, Pennsylvania New York 18, N. Y. 
Roger Schlieder A. 
New York Brake Shoe Co. Pressed Steel Car Co. 
New York, N. Y. Chicago, illinois 
® I have received a great deal of satisfaction in my work with Technical Notes 


and whatever success we have had has been in a great measure due to the splendid 
cooperation of the membership of the National Society for Business Budgeting. 

However, I have one disappointment -- that is in not receiving more questions 
for our Question Box. We believe that the best writing on the subject of Budgeting 
can be done through the medium of answering specific questions on actual practical 
problems. May we hear from you? 

x * * 

It will be necessary for me to be out of the State for several months; therefore, 
the March and April issues will be sponsored by eye New York and the Twin-Cities 
Chapters. 

The March issue will be under the direction of Richard Yount and Roger 
Schlieder of the New York Chapter and the April issue by Larry Moser of the Twin- 
Cities Chapter. 

X * x x 

Your editor would like to make a few comments relative to the articles in 
this issue of Technical Notes. 

Government finance, budgets, and taxation are such an important factor in 
every business, that I believe we who are in the budget field must take an active 
interest and part in National Affairs. Of special interest to budget people is an 
article entitled, “The Five Potnd Book” and deals with the Federal Government's 
so called “budget system.” This article is a reprint from the Wall Street Journal 
which appeared recently in their “Review and Outlook” column. 

In a dynamic economy, the wise investment of capital is one of the most 
important factors in the promotion and preservation of our free-enterprise system. 

r There is much work to be done in the budget field in improving the techniques of 
Capital Expenditure Budgeting. 

Mr. H. G. Hill, Jr. of the Atlantic R efining Company has presented an excellent 

article on this subject entitled, “The Capital Expenditure Budget,” in this issue. 
Closely related to the Capital Budgets are Cash Forecasts. In the January issue we 
presented an article on the mechanics of making cash forecasts; in this issue we pre- 
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sent two approaches toward the specific application of cash forecasts to fit the individual 
company. These two approaches are ably presented by P. M. Anderson of the American 


Car and Foundry Company and E. M. Patterson of the J. P. Stevens Co., Inc. 


REVIEW AND OUTLOOK 


The Five Pound Book 


Even at its very best, the system whereby the Federal Government determines 
where, how and in what quantity the citizen's money is to be spent is antiquated -- and 
that description surely is on the charitable side. 

At the beginning of each new session, the President sends to Congress a book 
weighing about five pounds. Contained in this book are some thousands of figures in 
dollars and cents. These figures represent what a myriad of Government agencies 
want Congress to allow them to spend in a year. 

The book has been-about twelve months in the making. The various depart- 
ments have decided what money they want. They have carried their requests to the 
Bureau of the Budget. The bureau has questioned, investigated and, in many cases, 
cut the original requests. The whole is compiled into the five pound book, which is 
dumped into the lap of Congress. 

Then the House and Senate. Appropriations Committees begin to probe the 
intricacies of the'five pound book. In the space of a few months a comparatively 
few congressmen, who have many other duties, attempt to investigate and analyze 
the proposals that have been drawn up by some thousands of people devoting their 
full time to the work. The congressmen are expected to look into the thousands of 
items, determine their necessity, whether they may or may not be excessive and try 
to learn whether in all cases the requests are what they seem to be. 

In a by-gone day when Government operations were less extensive and the sums 
sought less ponderous, the appropriations committees and individual congressmen out- 
side the committees could do fairly well. 

But with Government at its present size and scope, the congressman's job has 
become increasingly difficult to the point where Congress is in danger of losing real 
control over Government expenditures; where the “power of the purse” threatens to 
elude the legislative bady. 

That is the so-called “budget system” of the Federal Government working 
normally. Now we'll take a look at its workings in this year 1953 when a change of 
Administration is taking place. 

The requests for funds came from departments and agencies, the heads of 
which will soon be out of office. 

Those requests were passed upon by a Director of the Budget who will soon 
be replaced. 

The five pound book was approved and sent to Congress by a President who will 
soon leave the White House. 

The whole procedure at this particular time is meaningless. All the work done 
will have to be reviewed by the incoming Administration, largely revamped and modified. 

As we said at the start, working at its best, the system is antiquated. Under 
existing conditions, it is worse. It is farcical -- if it be permissible to apply that word 
to something that vitally affects the well-being of every citizen. 

The cure for this whole situation lies easily within the power of Congress. The 
need is for steps which are neither intricate nor difficult. 

What Congress should have is a full time staff attached to the appropriation 
committees. That staff should be nonpartisan. Its sole duty should be to work with the 
Budgets Bureau, to familiarize itself with requests for funds as they are made and to be 
ready to analyze these requests for the benefit of the members of Congress. 

If Congress would create such a staff it would have a continuing check on what 
the Executive departments were doing. It would know on what premises requests for 
funds were based, whether they were over-estimated and where they could be cut. 

In the present situation a continuing permanent congressional staff could give 
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invaluable aid tc the incoming Administration through the congressional appropriation 
committees because it would have available information which the Fisenhower Adminis- 
tration wi]l spend some weeks in getting together. 

President-elect Eisenhower and Mr. Dodge, who has been designated as his 
budget director, have given all signs of a sincere desire to cut down Government ex- 
penditures. But they cannot do that alone. After all, the final arbiter of expenditure 
ig Congress and a Congress badly equipped can neither perform that function itself nor 
can it be in positionto support the Executive effort. 


THE CAPITAL EXPFNDITURE BUDGET 
By H. G. Hill, Jr., Budget Director 
The Atlantic Refining Company 


Capital expenditures frequently receive less attention than they deserve. The 
Treasurer of some financial officer is always critical of such outlays. Some committee 
or executive action is generally required before authorization is granted. But it is dis- 
turbing to find what a large portion of most organizations declines to take them 
Seriously. When the money is being spent there is nothing to worry about as it is 
merely a transfer of one asset to another, and profit is not affected. After the money 
has been spent there is no sense in worrying ‘about the past while the present holds 
problems which must be decided on a current cash basis without depreciation or other 
book charges. Capital expenditures in many companies will amount to more than the 
payroll or the bill for raw material, but the same stockholder puts up the money for 
them all and he expects one dollar to be as carefully spent as the other. 

The Capital Expenditure Budget is one of the tools which management employs 
to protect the stockholder against the natural inclination of his hired servants to spend 
his money for him in lavish or foolish ways. The Capital Budget is far from the final 
answer but it should represent theconsummation ofthe initial steps in selective control, 


and it should be a well defined and wisely conceived plan. The Capital Budget is only | 


the first link in the procedure for controlling Capital Expenditures. The other neces- 
Sary links are Justification, Authorization and Performance. 

The Atlantic Refining Company is in an industry where capital expenditures must 
be large and fairly constant. For this reason the company has recognized the import- 
ance of planning and controlling these expenditures, recognizing that it has a major 
responsibility to the stockholders whose money is being invested in the expectation of 
its earning an appropriate profit. The procedure which is described below has been 
developed over a period of years with this purpose in view. It cannot be claimed that 
it is currently functioning in all the steps in all areas but it represents a control goal 
towari which the company is moving as rapidly as possible. 

Definition A clear and uniformly interpreted definition of Capital Expenditures 
is a prerequisite to a well ordered capital budget. The accounting concept of classing 
gross charges to plant account as capital expenditures may be too broad or too re- 
stricted to fit the particular grouping desired for budget purposes, and every party to 
the preparation of the budget should understand exactly what is to be included under the 
general head of Capital Expenditures. 

Preliminary Preparation Capital expenditure budgeting should be a subject of 
vital interest to all supervisors at all levels. The man who has the primary respongi- 
bility for equipment is the man who should study the economics of his replacements and 
be the one to recommend such expenditures when he is convinced that replacement 
would be profitable. At some higher level we find a man who is responsible for the 
most profitable conduct of some segment of the company and he plays an important 
part in capital budgeting. He will endorse the properly justified replacements sub- 
mitted by his supervisory staff but it will be his job to develop the betterments and 
expansion. He will do this by long range planning in many directions, appraising the 
relative profitability of each considered plan. He will select the best plan for the 
conduct cf his part in the business, noting the capital expenditure requirements of this 
plan which will be submitted with full justification as one of the recommended com- 
ponents of the capital budget. He will be well acquainted with the various items needed 
in the development of his project according to his selected plan; but top management 
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will weigh it as u unit of capital expenditure to be spent on a schedule over a period of 
years and to earna specified rate of return. (ixhibit “A”) 

Major Projects Considering capital «:penditures by major projects wherever 
possible will greatly increase the chance of the budget's receiving fair treatment at 
the top, but the delineation of such projects must be logical. Any piece of the business 
which might be conducted as a separate company would appear to be such a major pro- 
ject. The criterion might be a geographical line, am isolated plant, a special line of 
merchandise, or any factor which could be practically used as a basis for separation. 
These major groups or projects, and the treatment which they require to make them 
most profitable, are among the main responsibilities of management. Each one must 
be studied, tested, appraised, and its plan of treatment approved. The Capital Expen- 
diture Budget focuses attention on these probiems, quickly indicates where the request 
is merely an extension’of recent experience, and permits the application of sound 
judgment in the distribution of funds. 

Rate of Return As capital expenditures are the investment of the stockholders’ 
money by management in ways which will produce the maximum return with the mini- 
mum risk, and in accordance with high ethical principles, it is important to have a 
method of appraisal which will be fair under all circumstances. The system which is 
most adaptable to all types of peculiar conditions is the one most commonly used by 
financial institutions and by mining appraisers. There are many slightly different 
forms in use but the basic principles are the same, involving compounding or discount- 
ing each cash disbursement and receipt during the life of the project and determining 
the interest rate which will make the adjusted debits and credits exactly balance each 
other. This method has been on trial for many years and has stood the test. As 
amplification of this subject would consume the time assigned to the major topic, no 
more need be said at this point, but its application to the specimen project study is 
appended. (Exhibit B) 

Consolidated Arrangement When all projects have been screened and rated 
by their sponsors they are ready for assignment to their proper place of priority in 
the consolidated listing of proposed capital expenditures. A committee, of qualified 
members of management from the varied major branches, takes time to review the 
claims of each request and arrange them in order of preference. Financial rate of 
return is given the greatest weight but there may be other factors which would push a 
project into top priority even though its rate were relatively low. Ina general way 
the result of this committee's work will be a listing of all requested projects in the 
approximate order of their expected rates of return. 

Desired Rate of Return At this point the Financial Executive should contribute 
his opinion as to the rate of return which should be expected of capital expenditures 
made in the current period. He recognizes that the profit justifications of the various 
projects have been computed on the prices and conditions of the current economy, and 
he may reason that the promised return should be at least as high as the rate demanded 
by investors in the company's common stock. He will probably explain that growth 
must eventually depend upon the common stock market and that expansion cannot be 
permanently provided by bank loans, bond issues, or even by preferred stock. He may 
point to the current profit per share of common stock and to the price of that share on 
the market. This gives a quick but accurate picture of the rate which the investing 
public expects from that company on its ventures, It may be a shock to some operating 
managers to be told that financial management and the ultimate money market are not 
interested in investments in risk capital where the forecast return is only 4% instead of 
10% or 15% which they may demand. The determination of the current minimum 
acceptable rate should be prepared by the Financial Executive as a corollary to the 
priority listing of requests. 

Cash Avails Another step, which should be taken concurrently with the priority 
listing and the desired rate of return, is the determination of probable cash avails. If 
the company does a complete budgeting operation, including a forecast balance sheet, 
the cash avails can be indicated from a preliminary budget study. In the absence of 
such help the Financial Executive will have to make his best possible guess as to the 
condition of the treasury at intervals through the budget period. These data must be 
prepared on some basis which will inspire confidence that they are realistic, and they 
may then be laid beside the priority listing and the profit rate gauge so that top manage- 
ment will be provided with the various tools needed for reaching a specific conclusion. 
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. i Birth of the Capital Budget A top management group, in which operating and 
meet with general executive management, considers the material 
ubmitted to it and determines the policies to ied. If riority. listing has 
been properly prepared it will be to quickly aggre- 
gate request for tunds is indicated as promising more profit than the determined 
minimum rate, and how much can be provided from probably available funds. If proper 
Studies have been made of each prayers. before including it in the listing, it will also be 
possible to see the implied or real commitment for near future periods. It is at this 
point that policy decisions must be made by top management. For instance: 

A~ If the project list seems unusually attractive, and offers rates of return above 
the minimum for expenditures in excess of available funds, the probable deci- 
sion would be to proceed with these plans and procure new money. 

B-If the list offers very little opportunity to invest at more than the minimum _ 
rate of return, but the forecastcash avails are ampleto conducta sizeable capital 
expenditure program, the decisiun must be made as to whether the minimum 
should be lowered or the expected funds employed in some improvement of 
the company's financial structure, such as the reduction of bonded indebted- 
ness or the call of some preferred stock. 

After all these problems have been resolved an endorsed Capital Budget is 
returned to the operating management, woven into the other portions of the total budget 
and presented to the Board of Directors for formal approval. 

: Authorizations The approval of a budget does not constitute an appropriation 
in most industrial companies but it represents assent to a broad plan. Some form of 
authorization system is generally needed to control the rapidity with which the budgeted 
plans are being pushed, to permit management to scrutinize the individual pieces of a 
major project which has been granted a place in the budget, and to forestall the pur- 
chase or construction of any facilities which do not conform to current company policy. 


Authorization application should be accompanied by full justification, including refer- 
ence to the budgeted project in each case. They must have all specified endorsements 
before the actual authorizations can be issued. 

Expenditure Performance Performance against the budgeted capital expendi- 
tures should be recorded each month, if that is the convenient accounting period, in 
order to determine whether some projects are lagging unduly or whether there is a 
general condition, which is influencing the rate of expenditure. (Exhibit C) Careful 
Study of these performance data will provide valuable information for use in preparing 
future budgets. Of course the performance must be reported in the same classification 
by major projects as was used in the adopted budget if it is to be of real value. 


Profit Performance This is the most important part of Capital Expenditure 
Budgeting, but it is the most neglected because it is not quickly apparent from any 
accounting data and may involve the development of new records or office methods. 
It is of relatively little value to know that the budgeted sums of money were spent 
about as planned, but it is of great value to know whether the claimed profit is being 
realized. It is not sufficient to know that the company made a total profit, although this 
is always gratifying. The essential question is whether the year by year investments 
of the stockholders” money are being wisely and profitably made. 

Profit Performance reporting on Capital Expenditures requires some initial 
conference work and genuine cooperation between the operating and accounting depart-~ 
ments. When the project components of the Capital Budget are first defined there must 
be a clear recognition of the limitations of accounting and an assurance that each pro- 
ject will be susceptible to indentification in the cost records of future years. This may 

i 


entail some modification in groupings, classifications or methods, but there should be 
no difficulty if there is agreément on the objective. 


Projects which are planned for development over a period of years will receive 
an almost automatic check as the request is made each year for their continuance. 
Others must be reviewed on a regular schedule after experience has begun to accumu- 
late, at intervals of one, two, five or ten years. It must be remembered that capital 
expenditures are not made for a single year's service and the value of checking profit 
performance is largely lost if confined to the first year of operation. 


Capital expenditures will remain on the balance sheet for a long time and they 
will increase book value per share, but the problem is whether they will continue to 
produce the profit which was claimed for their span of life at the time of their authori- 
zation. A reguiar system of appraisal of expenditures made in past years may reveal 
many disappointments, but it will result in a more realistic forecast of project profits 
and it will point to places where some drastic action is needed. Any study of perform- 
ance of Capital Expenditures will be profitable if the results are used. 
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Annual Periods | Five Year Periods 
Present} 52 53 54 55 56 to to to to of 
Value 61 66 71 76 | Total j Return 
Plan 7/1 
Plant Replacements - - - ~ 
Total Expense... 25 s a & 2+ 2 “6 49 
Total Receipts... | .9 .6 .6 1] 3 29 
Net Receipts... 25* 1* 2nx | Loss 
Plan #2 
Plant Replacements 10 7 5 2 L6 
Operating......... 6 10 1¢ 6] 20 18 15 8 
Total Expense... 25 i215 16 172 
Total Receipts..| 2 15 22 15) 50 35 15 | 
Net Receipts.. 25"*| 3* 3* - 8 20 10 5" 5* 4 2% 
Plan #3 
Plant Replacements 20 15 3 82 
Plant Additions... 10 5 - 41 
Mperating.......0. 8 8 9 8 7] 30 25 20 12] liz 
Total Expense... 25 29 18 20 17 15 ao 3 3 ks 275 
Total: Receipts..) __ | 10 20 25 30 30] 120 20 | 295 
Net Receipts... 25*} 19* 2 5 13 15 60 4C 15 5 120 20% 
Plan #4 
Plant Replacements 10..8.-8 .§..5 20 20 15 5 94 
Plant Additions... 20 20 14 10 8 15 5 - - 92 
Total Expense... 25 40 40 35 30 25 80 60 40 390 405 
Total Receipts..) __ | 20 40 5C 60 40} 160 120 4c | 610 
Net Receipts.. 25*} 2n* - 15 30 15 80 60 40 10 | 295 25% 
Plan #5 
Plant Replacements 25 5. 116 
Plant Additions... 0 3 3 3 7 15 10 5 - 157 
Total Expense...| 25 | 50 60 60 50 30 | 100 80 70 60 | 585 
Total Receipts..J | 20 45 60 60 5C 20 129 80 | 
Net Receipts.. 258] 30% 15* - 19 20 | 109 80 50 20 | 210 15% 


Plan #4 shows the highest rate of return and would be recommended for place 
in 1952 Budget at $30,000,900, Plan also provides data for Five Year Forecast. 


Exhibit A 
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Profit Profit 


No Interest 25% Interest. 


This indicates that the project could afford to 
pay interest as high as 25%, continuously compounded, 
on the total obligation originally assumed or subse- 
quently incurred and could repay the entire amount 
during the life of the project. On this basis the 
project is classed as capable of earning a 25% rate 


of return. 


Exhibit B 


— | Page 7 
0 -25 
0 to 1 year -20 -17 | 
1 to 2 years - - | 
2 to 3 years 15 8 | : : 
3 to & years 30 13 | tT 
4 to 5 years 15 5 : 
5 to 10 ‘years 80 13 | 
10 to 15 years 60 3 . 
15 to 20 years 4O 
@ 20 to 25 years 10 - oo 
Total 205 
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GROSS CAPITAL OUTLAY 
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FORECASTING CASH REQUIREMENTS -- TWO APPROACHES 


Mr. Paul M. Anderson, Assistant Comptroller of the American Car and Foundry 
Company, presents the procedure followed in forecasting cash requirements by his 
company, which is an acknowledged leader in the field of heavy industry. An entirely 
different approach to forecasting cash requirements is outlined by Mr. Edwin M. 
Patterson, Budget Director of J. P. Stevens Co., Inc., a leading textile manufacturer, 
representative of the more volatile soft goods or consumer type industry. 

Both concerns may be described as of the multiple unit type consisting of 
relatively autonomous operating divisions or companies with multiple product lines 
and plant locations. Both have developed highly successful forecasting plans. Here 
similarity ceases, which serves to illustrate the point that the successful plan must be 
tailored to fit the individual company. 


American Car and Foundry manufactures railroad cars in a wide variety of 
types with different manufacturing cycles and, consequently, different forecasting 
problems. Freight cars, ordered in quantities of 50 or more and built to a customer's 
specifications, have a manufacturing cycle of approximately five to six weeks. Pas- 
senger cars, also built to a customer's specifications and generally ordered in smaller 
quantities, have a much longer production cycle. Tank cars, built to standard specifi- 
cations, are in continuous production, rather than on a job order basis. 

All of the above types of business have one important common factor: orders 
are placed well in advance of production. Hence, there can be developed a specific 
bill of materials for each order, a cost estimate for each order, and a quoted selling 
price for each order. Most important and perhaps the real crux of the problem of 
forecasting for this company is the fact that it is possible, on the basis of the above 
information, to establish a shipping schedule for all unfilled orders. 

With the shipping schedule as a starting point, each plant furnishes a forecast 
of the labor and overhead which will be required to adhere to this schedule. The pur- 
chasing department provides a schedule of material receipts giving recognition to lead 
time requirements. Plant accountants summarize unpaid vouchers and unvouchered 
materials on hand. Projection of expenditures for fixed assets are obtained from the 
capital budget. Taxes are computed and forecast as to payment date. Other expendi- 
tures are projected in similar fashion. 

Receipts from sales and for partial payments on government contracts are pro- 
jected according to the terms of the individual contracts. 

The actual cash forecast is prepared each month for the next succeeding six 
months on a “by month” basis. American Car and Foundry also makes a Profit and 
Loss forecast each month for the next succeeding six months. 


J. P. Stevens & Co., Inc. manufactures in its approximately forty mills a 
variety of fabrics made from cotton, wool, and various synthetic fibres, either singly 
or in combination. Annual sales range from three to four hundred millions of dollars. 
They manufacture, finish and sell cloth for their own account, and sell cloth products 
on a commission basis for the account of others. Prior to 1946, they served as selling 
agents for most of the mills they now operate. 

This company is organized into several manufacturing divisions, each of which 
controls the operation of one or more mills. The New York Division, in which various 
selling and executive fjinctions are centralized, coordinates the activities of the various 
manufacturing divisions. This division performs several basic functions among which 
are the following: selling, crédit investigation and collection, production planning and 

Economists frequently cite the textile industry as an outstanding example of 
near-perfect competition. Selling prices are closely correlated to current market 
prices of raw materials. Raw materials, except the newer man-made fibres, are sub- 
ject to wide fluctuations in price. This is significant since raw materials constitute 
approximately fifty per cent of manufacturing cost. Finished products are subject to 
rapid shifts in consumer demand. The raw material procurement and marketing cycles 
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are of a seasonal nature which makes necessary a forecast of probable style trends and 
manufacturing for stock. Operations become unprofitable unless mills are run at a high 
rate of capacity. These problems and many others must be given careful consideration 
in developing a cash forecast. 

J. P. Stevens prepares a cash forecast each month for the next succeeding 
three months. Sales forecasts are prepared under the direction of various sales 
vice-presidents aided by the production planning departments. Collections of accounts 
receivable are forecast on the basis of average collection rates experienced during 
corresponding months in prior years and on the basis of recent experience. Careful 
consideration is also given to the impact of probable operating conditions in the textile 
industry during the forecast period and to changes in the product sales mix (different 
classes of products are sold under widely varying credit terms). Cash disbursements 
for raw materials are scheduled under the direction of various procurement vice- 
presidents. Forecasts of other disbursements are prepared by the divisional control- 
lers. The completed three months cash forecast is reviewed first by the Financial 
Vice-President and then by the Finance Committee. 

The first month of the three months cash forecast is broken down to a daily 
basis. There is prepared a daily cumulative Cash at a Glance report which summarizes 
amounts by which actual cash receipts and cash disbursements are over or undér 
forecasted amounts for the monthly period to date. Thus, management is provided with 
virtual “up to the minute” financial information. 


CLOSED DURING JANUARY DUE 
TO LACK OF BUSINESS 


To those who have submitted questions too late to be answered in this issue, 
we wish to state that our Question Box committee is busy preparing answers which will 
appear in subsequent issues. 

In the meantime -- What is your question? 
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